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DEPARTMENT OF STATE REVENUE

LETTER OF FINDINGS NUMBER: 98-0501
ADJUSTED GROSS INCOME TAX

For Years 1992, 1993, AND 1994

NOTICE: Under IC 4-22-7-7, this document is required to be published in the
Indiana Register and is effective on its date of publication.  It shall
remain in effect until the date it is superseded or deleted by the
publication of a new document in the Indiana Register.  The
publication of this document will provide the general public with
information about the Department’s official position concerning a
specific issue.

ISSUES

I. Adjusted Gross Income Tax – Net operating loss limitations .

The taxpayer protested the auditor’s procedure for importing IRS Section 382 net
operating loss carryforward limitations to Indiana adjusted gross income calculations.

STATEMENT OF FACTS

Taxpayer corporation is the result of the merger of two corporations doing business in
Indiana, with the new corporation continuing to file Indiana returns.  As a result of the
change in ownership of the two predecessor corporations, taxpayer’s Federal net
operating loss was limited to a percentage of the purchase price of the predecessor
corporations under the Internal Revenue Code Section 382.  Taxpayer corporation
deducted as its Indiana net operating loss carryover the combined Indiana losses of its
two predecessor corporations.  The auditor reduced taxpayer corporation’s net operating
loss by a proportional percentage (said percentage being the percentage of taxpayer’s
adjusted gross income apportioned to Indiana) of the percentage of the purchase price of
the predecessor corporations as allowed by the Internal Revenue Code Section 382.
Taxpayer is protesting the auditor’s reduction of its allowed net operating loss.

I. Adjusted Gross Income Tax – Net operating loss limitations.

DISCUSSION

Two Indiana statutes that specifically refer to IRS sections are at issue.  IC § 6-3-1-3.5(b)
which defines taxable income for corporations as:

In the case of corporations, the same as “taxable income” (as defined in
Section 63 of the Internal Revenue Code) adjusted as follows…
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The remaining connection to the Adjusted gross income calculations deals with Net
operating losses and is defined in relevant part by IC § 6-3-2-2.6 as:

(a) This section applies to a corporation or a nonresident person for a
particular taxable year, if the taxpayer’s adjusted gross income for that
taxable year is reduced because of a deduction allowed under Section 172
of the Internal Revenue Coded for a net operating loss.  For purposes of
section 1 of this chapter, the taxpayer’s adjusted gross income the
particular taxable year, derived from sources within Indiana is the
remainder determined under STEP FOUR of the following formula:

…
STEP TWO: Determine, in the manner prescribed in
subsection (b), the amount of the taxpayer’s net operating
losses that are deductible for the taxable year under Section
172 of the Internal Revenue Code, as adjusted to reflect the
modifications required by IC 6-3-1-3.5, and that are derived
from sources within Indiana.
…

(b) For purposes of STEP TWO of subsection (a), the modifications that
are to be applied are those modifications that are to be applied are those
modifications required under IC 6-3-1-3.5 for the same taxable year
during which each net operating loss was incurred.  In addition, for
purposes of STEP TWO of subsection (a), the amount of a taxpayer’s net
operating losses that are derived from sources within Indiana shall be
determined in the same manner that the amount of the taxpayer’s income
derived from sources within Indiana is determined, under section 2 of this
chapter, for the same taxable year during which each loss was incurred…

Both the department and taxpayer corporation agree that this federal limitation is
applicable to the taxpayer corporation at the federal level and that it applies to Indiana’s
adjusted gross income.  Inasmuch as Internal Revenue Code Section 382- which serves to
reduce the Federal net operating loss carryforward following a corporate ownership
change or merger – is not explicitly referenced in either of the above statutes, the issue is
how it effects the Indiana adjusted gross income tax computations.

Taxpayer corporation takes the position that absent explicit treatment by the above
statutes, the Section 382 loss is an allowable unapportioned net operating loss derived
from sources within Indiana and taken directly from Indiana adjusted gross income.  The
auditor took the position that the proportional percentage of the Section 382 amount is the
percentage of taxpayer’s adjusted gross income apportioned to Indiana in the loss years.
Neither calculation is supported by the above statutes.
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When calculating Indiana Adjusted gross income, IC § 6-3-2-2.6 requires a net operating
loss amount brought in from the federal tax calculations based on the Internal Revenue
Code Section 172.  Code Section 172(j), “Cross References,” states:

…(2) For special limitation on net operating loss carryovers in case of a
corporate change of ownership, see section 382.

Thus, when IC § 6-3-2-2.6 explicitly requires the use of Internal Revenue Code Section
172, Internal Revenue Code Section 382 is explicitly required in Section 172
calculations.  The Section 382 loss limitation effects will be treated as part of the IC § 6-
3-2-2.6 calculation of Indiana adjusted gross income.  After the Section 382 limitations
are incorporated into the Section 172 net operating loss values, they are then incorporated
into the Indiana adjusted gross income as required by step 2 of IC § 6-3-2-2.6, cited
above, which requires the loss calculations be “losses that are deductible for the taxable

Consequently, rather than applying a percentage based on a ratio of historical losses, the
audit should be calculated based on the apportionment percentage of the year of purchase
applied to the federal section 382 limitation (which is long term tax exempt rate to the
fair market value of the stock at date of purchase).  This methodology parallels federal
methodology in that it does not look to historical losses in calculating the loss limitation.
Then, as required by IC § 6-3-2-2.6(b), the loss is to be calculated in the same manner
that Section 2 of this chapter determines income derived from Indiana, which requires the
adjusted gross income for corporations to be apportioned.

FINDINGS

Taxpayer protest denied in part and sustained in part.  After the Section 382 limitations
are incorporated into the Section 172 net operating loss values, they are then imported
into the Indiana adjusted gross income calculation based on the methodology outlined
above.
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